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THE AUDITING STANDARDS BOARD 
RESPONDS TO PUBLIC EXPECTATIONS
Starting in 1985, the ASB, responding to concerns expressed by 
members o f Congress, financial writers, judges, and leading 
accounting firms, initiated a num ber o f projects designed to 
respond to changing public expectations. Some o f the projects 
have been discussed in earlier issues (see Fraud and The Auditor, 
July 1985 and A  Program for Progress in Standards Setting, 
October 1985). Here is a progress report on those projects.
THE EXPECTATION GAP
Many commentators and critics o f  the profession believe 
that there is a gap between what the public or financial state­
ment users believe are the responsibilities o f  accountants and 
auditors and what accountants and auditors believe they are 
responsible for. This gap is commonly called the expectation 
gap-
It’s im portant to  understand that the issues surrounding 
public expectations do not simply concern auditors and audit 
opinions. The issues are far more complex than that. There are 
fundamental concerns about what’s presented in financial state­
ments; thus, the expectation gap sweeps in issues that relate to 
what management discloses in financial statements as well as the 
auditor’s responsibility. However, the Auditing Standards Board 
can address only the auditor’s responsibility, no t that o f 
management.
Some people contend that the audit should provide:
•  Additional protection against fraud.
•  More assurance about the well being o f companies 
they invest in or extend credit to.
In brief, there appears to be a widening gap between the 
objectives o f an audit as set forth in authoritative standards and 
users’ perceptions.
To reduce the expectation gap, the ASB recently initiated
several projects and issued an SAS that address expectation gap 
issues. These projects are summarized below.
ERRORS, IRREGULARITIES AND ILLEGAL ACTS
The auditor has a clear responsibility as articulated in SAS 
N o. 16, The Auditor's Responsibility for the Detection o f  
Errors or Irregularities, to search for errors and irregularities 
that would be material to the financial statements being examined. 
The auditor views this responsibility as a component o f a larger 
responsibility to report on financial statements. The public 
seems to expect more. Recent allegations o f audit failures have 
intensified this concern.
There is some concern by the profession and regulators 
that auditors do not understand their responsibility for detect­
ing errors and irregularities as articulated in SAS No. 16. In 
addition there is a general belief that SAS No. 16 does not p ro ­
vide sufficient guidance on how to detect errors and irregularities. 
The primary objectives o f reconsidering SAS No. 16 is to deter­
mine whether the auditor’s responsibility can be described in a 
manner that will make it more understandable to auditors and 
to users o f financial statements.
SAS No. 17 is under reconsideration to determine whether 
the auditor’s responsibility for detecting illegal acts is approp­
riate in light o f  recent problems in the defense contracting and 
financial services industries.
The Board tentatively concluded that an examination is 
designed to detect material misstatements that affect the finan­
cial statements. As part o f an examination, the auditor assesses 
the risk that errors or irregularities have caused the financial 
statements to be materially misstated. The risk assessment 
requires the auditor to understand the characteristics o f errors 
and irregularities and the complex interaction o f those charac- 
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teristics. The Board also tentatively concluded that the respon­
sibility for detecting illegal acts as discussed in SAS No. 17 is 
appropriate but could be stated clearer.
The ASB in considering the auditor’s responsibility to 
report errors, irregularities and illegal acts tentatively decided 
that errors, irregularities, and illegal acts should be reported to 
the company’s board o f directors or audit committee.
A U D ITO R  COM M UNICATIONS
Several attempts have been made in recent years to improve 
auditors’ communications, including revising the auditor’s stan­
dard report. They have failed, in part, because they have been 
perceived as self-serving and an effort to minimize the auditor’s 
responsibilities. However, the issue is being considered once 
again in an effort to communicate the auditor’s current or 
expanded responsibilities to users.
The subjects to be considered include:
Revision o f  the auditor’s report. The revision is intended 
to improve understanding o f the report. The Board has p ro ­
posed that the revised report contrast the auditor’s role with 
management’s, include a brief description o f  an audit, and 
specifically refer to the concept o f  materiality. There are also 
some editorial changes to the report. O ther aspects, such as 
when to give modified reports and the reference to "present 
fairly in conformity with GAAP” would generally be unchanged.
Required communication with audit committees. Matters 
that would be required to be communicated to audit commit­
tees or others include: significant accounting policies used and 
alternatives, reasonableness o f assumptions used in estimates, 
adjustments proposed, extent o f the study and evaluation o f 
internal control, disagreements with management, and any lack 
o f management cooperation.
Examination o f  Management’s Discussion and Analysis 
(MD&A). A standard is being developed to provide guidance 
on examining MD&A, although such examinations would not 
be required.
A U D ITIN G  A CCO U N TIN G  ESTIMATES
Accounting estimates, which are the responsibility o f manage­
ment, are pervasive to financial statement preparation and 
usually involve uncertainty about future events. Although the 
auditor must evaluate the reasonableness o f complex account­
ing estimates, there is little specific guidance in the authoritative 
literature to aid the auditor in the evaluation process. If  specific 
guidance were available, the auditor’s ability to form con­
clusions about the reasonableness would be enhanced.
Guidance on how the auditor should obtain and evaluate 
evidence regarding the reasonableness o f management’s account­
ing estimates will draw heavily from the Statement on Standards 
for Accountants’ Services on Prospective Financial Inform a­
tion, Financial Forecasts and Projections. The process o f audit­
ing accounting estimates is similar to examining prospective 
financial information.
Another im portant issue is, in part, related to accounting 
information and financial statement disclosures. Some accoun­
tants believe that significant assumptions underlying complex
judgments and estimates should be disclosed in the financial 
statements. If  such disclosures are not provided, the auditor 
would qualify his opinion because o f inadequate disclosure. The 
audit implications regarding disclosure will be considered when 
certain Accounting Standards Executive Committee task forces 
have completed their deliberations.
The ASB agreed with the preliminary draft o f an SAS.
THE A U D ITO R’S STUDY AN D  EVALUATION OF 
INTERNAL CO N TRO L
The second standard o f field work requires a proper study 
and evaluation o f  internal control. The nature and scope o f  such 
a study and evaluation is subject to various interpretations by 
practitioners.
This project has two major objectives — (1) to reexamine 
and revise the auditor’s responsibility for an approach to evaluating 
internal control and (2) to coordinate guidance concerning the 
auditor’s responsibility for internal control that may be developed 
in other expectation gap projects.
Guidance concerning the auditor’s responsibility for internal 
control has developed in a piecemeal fashion during the last 15 
years. A number o f SASs and other pronouncements have been 
issued during that period that amended or otherwise related to 
the auditor’s responsibility for and approach to the study and 
evaluation o f internal control. Concurrently, a number o f other 
pronouncements have refined and altered the overall auditing 
theory and methods articulated in professional standards. The 
combination o f these two factors created ambiguity in the p ro ­
fessional standards that pertain to the evaluation o f internal 
control and left many elements o f  those standards incongruous 
with current auditing concepts and terms.
The current draft o f the revised standard redefines internal 
control as the control structure and subdivides it into three 
major elements — control environment, accounting system, 
control procedures. The auditor’s responsibility for the control 
structure is expressed in terms o f its relationship to proper audit 
planning and to control risk assessment. The proposed revised 
standard provides expanded guidance about the nature and 
study o f the control structure elements, how auditors deter­
mine their relevance to an audit, how the control structure 
relates to financial statement assertions, and the types and timing of 
tests related to the control structure. As a consequence, a num­
ber o f the terms and concepts in Section 320 o f SAS No. 1 may 
be changed.
The Auditing Standards Board has discussed the issues and 
concepts involved in revising the guidance about controls and 
has discussed a draft o f a proposed SAS for such revision.
REPORTING O N  INTERNAL ACCOUNTING CONTROL
Members o f audit committees and other users have expressed 
concerns about the overly technical language that is used in 
reports on internal control. They perceive the communications 
as too inconclusive and expect auditors to take more respon­
sibility for the integrity o f controls.
The ASB has directed that an SAS be developed to include: 
•  redefining the conditions that auditors may encoun­
(continued on p. 3)
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ter that should be reported to management.
•  an optional service in which the Board o f Directors 
would specify what types o f  conditions it wants to be 
reported to it.
• forms o f internal control reports that use language 
that is less negative and more understandable.
The final SAS supersede SAS No. 20, Required Communica­
tion of Material Weaknesses in Internal Accounting Control, and may 
revise certain paragraphs o f SAS No. 30, Reporting on Internal 
Accounting Control.
THE A U D ITO R’S CONSIDERATION OF
A CLIENT’S CO N TIN U ED  EXISTENCE
Business failures by entities shortly after they have received 
unqualified opinions have caused Congress and the public to 
question whether these are also audit failures. Both Congress 
and the public seem to expect auditors to take more respon­
sibility for early warning o f potential business failures.
The objective o f this project is to consider whether auditor 
responsibility can be modified to  better respond to these expec­
tations. Currently SAS No. 34 provides guidance for situations 
in which information comes to the auditor’s attention that 
raises a question about an entity’s ability to continue in exis­
tence. The auditor considers this information as well as any 
mitigating factors and management plans to  determine whether 
report modification is necessary.
An issues paper on continued existence has been con­
sidered by the Board and the staff has prepared a first draft o f a 
proposed SAS that would require auditors to consider whether 
results o f audit procedures identify conditions and events in­
dicating a question about continued existence. The auditor 
would be primarily concerned with continued existence through 
the period ending one year after issuance o f the current year’s 
audit report. Additionally, the proposed SAS would further 
clarify disclosure requirements in situations in which an assump­
tion o f continued existence is questionable. The auditor’s opinion 
would be based on recoverability and classification o f assets and 
liabilities (as is done in the current standard) and on the ability 
o f the entity to continue in existence.
SECOND O PIN IO N S
SAS No. 50, Reports on the Application o f  Accounting 
Principles was issued in July 1986. The SAS addresses two con­
cerns that are related to the expectation gap: second opinions,
(opinion shopping) and opinions given to persons who are 
marketing investments (often referred to as generic letters).
"Opinion shopping” is a term that some persons use to 
refer to a client’s consultation with an accountant other than its 
continuing auditor regarding the proper accounting treatment 
for a proposed or completed transaction. To some the term 
implies that the client will shop around until it finds an auditor 
who will agree with its position and then hire that auditor. 
There are public perceptions that "opinion shopping” com­
promises the accountant’s objectivity, and that shopping is 
becoming more common.
"Generic letters” refers to letters sought by persons, such 
as investment bankers, from accountants. The letters indicate 
the appropriate accounting for specific transactions or new 
financing products. Those requesting the letters often want 
them because the accounting treatment for these new products 
has not been specifically determined by any standard setting 
body. Some people believe that such opinions can cause problems 
when the auditor o f an entity that uses one o f these new pro­
ducts disagrees with the accountant who provided the opinion. 
Thus, there may be a perception that such letters compromise 
the objectivity o f auditors.
The SAS requires the accountant engaged to render an opinion 
on the application o f accounting principles to consult with the 
entity’s continuing accountant when the written report or oral 
advice relates to a specific transaction or a specific entity’s finan­
cial statements. The SAS also provides guidance to the accoun­
tant on performing the engagement and establishes reporting 
standards.
CONCLUSION
All o f the expectation gap projects discussed above are 
interrelated. For example, the study and evaluation o f internal 
accounting control is related to  the errors and irregularities p ro ­
ject because an adequate system of internal accounting control is 
a deterrent to fraud. Similarly, several recent frauds involved 
matters related to complex accounting estimates or client judg­
ments in the selection o f accounting principles. Finally, before a 
decision can be made about auditor communications, decisions 
need to be made about what an auditor will communicate, if 
anything, about, for example, errors and irregularities, internal 
control, and management’s selection o f accounting principles.
Because o f the interrelationships the Board expects to 
issue exposure drafts o f  many o f these projects at the same time. 
In all likelihood exposure drafts will be issued in the first quarter 
o f 1987.
RESTRUCTURE OF THE ASB
Reacting to a report, entitled "The Future Relevance, 
Reliability, and Credibility o f  Financial Information,” issued by 
seven of the largest CPA firms, the AICPA Board of Directors 
approved a new structure for the Auditing Standards Board. 
The major elements o f  the restructuring are:
•  an increase in the size o f the Board from 15 to 21 
members.
• the elimination o f the limitation o f Big 8 representa­
tion (previously only 5 o f the firms could be
represented on the Board at one time).
• an increase in staff support to the Board so that work
previously done by task forces can be more expedi­
tiously accomplished.
In addition, the Board o f Directors extended the life o f the 
1985-86 ASB, which ordinarily would have ended October 21, 
to December 31, 1986. The extension is intended to allow the 
existing Board to complete work on its expectation gap projects 
(see cover story).
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TECHNICAL PLAN HIGHLIGHTS
Errors, Irregularities and Illegal Acts (AICPA staff: Lynn 
O ’neill). The Board is revisiting SAS Nos. 16 and 17 to deter­
mine whether existing standards appropriately describe the 
auditor’s responsibility for detection and reporting o f errors, 
irregularities, and illegal acts. The Board tentatively agreed that 
an audit generally should be designed to detect all material mis­
statements, however because o f the characteristics o f  certain 
irregularities a properly designed and executed audit may not 
detect a material irregularity. I t  also tentatively decided that 
errors, irregularities and illegal acts should be reported to the 
entity’s board o f directors or audit committee. Schedule: D raft 
to be exposed 1Q. 1987.
A udito r C om m unications (Eileen D emichelis). The 
Board is considering the ways to improve communication o f  the 
auditor’s responsibility, including changes to the auditor’s stan­
dard report. The Board discussed drafts o f  proposed standards 
at its August meeting. The drafts covered a revised auditor’s 
report; communications with boards o f directors, audit com­
mittees, or others responsible for the audit; and reports on 
management’s discussion and analysis. Schedule: D raft to be 
exposed 1Q. 1987.
Auditing Client Estimates and Judgments (Lynn O neill). 
The Board concluded that more guidance is needed regarding 
auditing client estimates and judgments. Guidance will be de­
veloped incorporating some o f the concepts in the statement on 
prospective financial statements. Schedule: Draft to be exposed 
1Q. 1987.
Internal Accounting Control (Alan W inters). The Board 
is considering a comprehensive revision o f the standards regard­
ing the auditor’s study and evaluation o f internal accounting 
control (SAS No. 1, Section 320). The effort is intended to 
make the standards clearer and more useful in identifying con­
trols that are relevant to  an audit, assessing control risk, and 
relating controls to evidence gathering. Schedule: D raft to be 
exposed 1Q. 1987.
R eporting on In ternal A ccounting C ontrol (Anthony 
D alessio). The Board is attem pting to make auditors’ reports 
on internal accounting control more responsive to the needs o f 
boards o f directors and others. The Board is considering what 
matters need to be communicated to boards o f directors and the 
manner in which they are communicated. Schedule: D raft to be 
exposed 2Q . 1987.
C ontinued Existence (K urt Pany). The Board is con­
sidering a proposed SAS that would establish an affirmative re­
sponsibility to consider whether the entity is a going concern. 
The Board is leaning towards requiring modified audit reports 
regardless o f  whether there is a question about recoverability o f  
assets or classification o f liabilities whenever it is more likely
than not that an entity will be unable to continue for one year 
following the date o f the auditor’s report. Schedule: D raft to 
be exposed 1Q. 1987.
R eporting on  P ro  Forma Financial Statem ents (Eileen 
D emichelis). The Board will reconsider the June 1984 exposure 
draft on pro forma financial statements in light o f  the attesta­
tion standards. Schedule: Board to discuss applicability and 
form o f guidance at its January 1987 meeting; a timetable will be 
developed after those decisions are made.
Analytical Review Procedures (Peggy Fagan). The Board 
is developing additional guidance on the application and use o f 
analytical review procedures. Schedule: D raft to be exposed 
1Q. 1987.
GASB Authority (Camryn Carleton). The Board agreed 
to  revise SAS No. 5 and SAS No. 27 to recognize the GASB’s 
authority to set accounting standards under rule 203 o f the 
AICPA code o f ethics and standards for supplementary financial 
information under rule 204. The basic guidance in the two SASs 
will not change as a result o f the revision. Schedule: Draft to be 
exposed 1Q. 1987.
RECENT DIVISION PUBLICATIONS
Two Statements on Auditing Standards were published in 
July. SAS No. 50, Reports on the Application o f  Accounting  
Principles; addresses opinions on the application o f accounting 
principles prepared for entities other than audit clients and was 
effective upon issuance o f the standard. SAS No. 51, Reporting  
on Financial Statements for Use in O ther Countries, covers pro­
cedures and reports on financial statements based on accounting 
principles used in another country. It is effective for examinations 
o f financial statements for periods beginning after July 31, 
1986.
The Accounting and Review Services Committee issued 
SSARS No. 6, Reporting on Personal Financial Statements 
Included in W ritten Personal Financial Plans. The SSARS pro­
vides for an optional exemption from the reporting provisions 
o f SSARS N o. 1 and is effective September 30, 1986.
The division published an auditing interpretation o f SAS 
Nos. 7 and 15 in the September Journal o f  Accountancy. It dis­
cusses a successor auditor’s responsibility to discuss with the 
predecessor auditor restatements o f previously issued financial 
statements examined by the predecessor.
The Oil and Gas Committee issued in August the audit and 
accounting guide, Audits o f  Entities W ith Oil and Gas Produc­
ing Activities.
The standards and the guide may be obtained through the 
AICPA O rder Departm ent (212/575-6426).
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